Abstract
1 However, there are a number of market studies that have disproven the null hypothesis of this theory. Two of the strongest and most well-known anomalies are the "value" effect and the "momentum" effect.
2
Such studies tend to be asset-class specific, documenting potential outperformance by looking for unique factors specific to the asset class being analyzed. In this paper, we take a different approach and look across asset classes to determine if there is information contained in one area of the investable landscape (commodities) that can be applied to another (equities).
Specifically, we show how Lumber and Gold contain important information on macro fundamentals and how their relative movement/momentum impacts risk-seeking and risk-averse behavior in stocks. housing is "the most important sector in our economic recessions" and residential investment is often "the first item to soften and the first to turn back up" before and after recessions.
Given that "an average new home built in the U.S. contains over 14,000 board feet of lumber," the demand for Lumber is uniquely sensitive to housing activity. Gold is also a particularly interesting commodity in the context of its historical role as a store of value and given the unique properties the precious metal has in terms of being an alternative asset. Lawrence (2003) showed that there is "no statistically significant correlation between returns on gold and changes in macroeconomic variables such as GDP, inflation, and interest rates…[and that] returns on Gold are less correlated with returns on equities and bond indices than are returns on other commodities." This makes Gold unique relative to cash which has more consistent countercyclical properties in bear markets or contractionary economic environments.
In addition to the historical non-correlation Gold has to stocks and bonds, the precious metal also tends to exhibit safe-haven characteristics.
Baur and Lucey (2010) show that Gold "is a hedge against stocks on average and a safe haven in extreme stock market conditions...Furthermore, gold is not a safe-haven for stocks at all times but only after extreme negative stock market shocks." Additional studies show that "Gold...has a positive relationship with [stock market] implied volatility, supporting the idea that investors perceive precious metals as safe havens, to be purchased in anticipation of rising equity market volatility."
7
The unique combination of Lumber and Gold is an intermarket relationship that has been anticipatory of future economic activity and risk appetite across asset classes outside of commodities. We find that when Lumber is leading Gold over the prior 13 weeks, expansionary conditions predominate and volatility tends to fall going forward. Such an environment is favorable to taking more risk in a portfolio or "playing offense." We also find that when Gold is leading Lumber over the prior 13 weeks, contractionary conditions predominate and volatility tends to rise. In this environment, it pays to manage risk in a portfolio or "play defense."
The gradual diffusion of information generated from the relationship of Lumber and Gold can help active investors manage risk and enhance returns. We find that executing a strategy that positions into defensiveleaning Treasuries when Gold is leading Lumber and aggressive-leaning Small Caps or Cyclical stocks when Lumber is leading Gold results in higher absolute and risk-adjusted returns with lower volatility and lower drawdowns. The strategy is robust to multiple time frames, through multiple economic cycles, and multiple periods of market stress.
